INTRODUCTION
On April 3, 2018, global music streaming company Spotify Technology S.A. (Spotify) went public through a direct listing of its ordinary shares on the New York Stock Exchange (NYSE). Rather than raise money by issuing new shares to the public through a traditional initial public offering (IPO), Spotify made its existing shares available for purchase on the public exchange through the seldom-utilized direct listing process. Spotify worked closely alongside legal counsel and investment banks and in communication with the Securities and Exchange Commission (SEC) throughout 2017 and early 2018 to facilitate the unorthodox listing. This Comment examines the statutory contours of the process and asks whether the investment banks that Spotify retained as "financial advisors" qualify as statutory underwriters notwithstanding Spotify's claim to the contrary.
Direct listings have the chance to become a new tool in the equity capital markets toolkit. In a direct listing, a company makes its shares available for purchase on a national exchange. The company does not raise new money through the offering as it would in a traditional IPO. Rather, existing shareholders, such as employees and early-stage investors, can simply sell their shares to the general public upon listing. Direct listings allow a company to achieve many of the benefits of being public without incurring the costs associated with a traditional IPO. Shareholders can take advantage of the liquidity that a national exchange provides without first being subject to a lengthy lockup period. The company, meanwhile, can realize the financial flexibility that public companies typically enjoy without facing the steep fees common to the standard IPO process.
Many legal scholars and financial commentators have remarked on the novelty of the approach, the pecuniary and strategic benefits of the process, and the potential for other "unicorns" to follow Spotify's lead. 1 Indeed, workplace messaging company Slack has filed confidential materials with the SEC to conduct a direct listing in 2019, making it the first to adopt the model that Spotify pioneered. 2 The NYSE amended its rules to provide a path for direct listings, and the Nasdaq has recently filed a proposal to clarify its direct listing procedures. 3 Now, direct listings are not intended for all companies. The ideal candidate is a company without an immediate need for cash with a strong brand and an easy to understand business model. As more money flows into private markets, direct listings could become a viable path to liquidity for many unicorns. 4 Indeed, major companies have taken the lead. Spotify went public at a valuation exceeding $26 billion; Slack was recently valued at $7 billion. 5 As other major technology companies follow the Spotify playlist, it will be essential to understand the precise statutory contours of a direct listing and the latent liabilities that exist in the process. As this Comment explains, "going public" and "direct listing" are specific terms that carry certain legal ramifications for the parties involved. A theme that runs throughout the Commentindeed, one that runs throughout much of securities regulation doctrine-is whether substance prevails over form. 6 Are direct listings functionally equivalent to IPOs, and, therefore, do the same liability rules for material misstatements or omissions in offering materials apply? Or is there a key distinction between the two methods for going public that changes, or should change, where such liability falls?
In the wake of the stock market crash of 1929, the legal regime governing financial securities in the United States shifted from caveat emptor to caveat vendor. 7 With the goal of protecting investors through mandatory disclosure, Congress passed two foundational statutes: the Securities Act of 1933 8 (the Securities Act) and the Exchange Act of 1934 9 (the Exchange Act). The Securities Act governs the initial distribution of securities, while the Exchange Act governs their subsequent trading. 10 Section 11 of the Securities Act 11 imposes strict liability on multiple parties for material misstatements or omissions in offering documents. An underwriter, or "any person who . . . participates" in a distribution of securities, is an enumerated defendant under the statute. 12 The securities regime imposes liability on underwriters in public securities offerings to ensure complete and accurate disclosure of information about the issuer to the public. 13 13 Investment banks play an important role in promoting the securities to the public and are often referred to as "gatekeepers" or "reputational intermediaries." For further discussion of this theory and its connection to direct listings, see Part IV.B.
asks whether the investment banks that Spotify retained as financial advisors qualify as statutory underwriters and are therefore subject to liability under § 11 of the Securities Act.
The question requires close attention given the prominent role that investment banks play in both traditional IPOs and direct listings. Imposing underwriter liability on investment banks in a direct listing will likely have the effect of increasing the cost of the process. However, direct listings will still be less expensive than the traditional IPO. This is because there is no underpricing or firm-commitment spread fee in a direct listing. 14 While one of the supposed benefits of a direct listing is its lower cost, imposing underwriter liability on the financial advisors will not erase all of the efficiency gains that direct listings create and will likely have a positive effect on investor protection.
The question is also not entirely foreclosed. Rather, it is quite open to debate. In SEC filings, Spotify asserted that its direct listing did not involve any underwriters. 15 However, as this Comment explains, the statutory definition of underwriter is broad, and courts interpret the term accordingly. Based on the plain text of the underwriter statute, legal precedent evaluating the underwriter status of third-party advisors, and the legislative history of the Securities Act, there is a strong argument that the investment banks that Spotify retained as financial advisors for its direct listing qualify as statutory underwriters. Academic scholarship exploring the breadth of the underwriter definition and the policy rationales for imposing liability on "gatekeepers" of information in a securities offering further support this claim. Moreover, direct listings have yet to be challenged in court.
This Comment proceeds in four parts. Part I describes the structure and characteristics of traditional IPOs to establish the baseline from which the Spotify direct listing departs. Part II discusses the history of direct listings and describes the steps Spotify took to accomplish its direct listing. Part III covers the statutory framework and relevant background law that governs the issuance of securities to the public, including the definition of "underwriter." Part IV then examines whether the investment banks Spotify retained as financial advisors qualify as statutory underwriters by applying the relevant statutes and case law. This Comment argues that because the financial advisors participated in a distribution of securities, they qualify as statutory underwriters and are therefore subject to § 11 liability. This Comment aims to clarify uncertainties surrounding the direct listing innovation and to propose a path forward for future listings with an eye toward practitioners, regulators, and courts alike.
I. HOW INITIAL PUBLIC OFFERINGS WORK
In a traditional IPO, a company raises money by selling new securities to the public through a national exchange. 16 To understand why a company would seek an IPO, consider the following example. Company A is looking to raise $100 million. The company has completed several rounds of financing from venture capital firms through private markets and is ready to access a larger pool of public capital. Early investors are eager to realize a return on their investment, and employees are keen to diversify their holdings. To raise the money in the context of a public offering, the company can issue either or both of two types of securities: debt, typically in the form of bonds, or equity, typically in the form of common stock. Because of the nature of the business, a desire to establish a public market for its existing shareholders, or the need to de-lever its balance sheet, 17 Company A decides to issue new common stock. The new shares will dilute the positions of the existing shareholders, but the increase in liquidity through the newly created public market is a worthwhile tradeoff. The company then works closely with lawyers, accountants, and investment banks over several months to register the securities with the SEC, market the securities through a "road show," "build a book" of interested investors, and ultimately sell the securities to the public. When done for the first time, this process is called an IPO. Importantly, the investment banks involved in an IPO are liable as underwriters for purposes of § 11 of the Securities Act. 18 This Comment argues that the similarity in roles for investment banks in an IPO and a direct listing supports a finding of underwriter status in the latter context. 16 For a detailed guide on the IPO process, see generally Carl W. Schneider, Joseph M. Manko, and Robert S. Kant, Going Public: Practice, Procedure, and Consequences, 27 Vill L Rev 1 (1981).
17 To de-lever is to pay down debt. 18 15 USC § 77k(a)(5).
A. The IPO Process
The registration, marketing, and sale procedure consists of three stages: the prefiling period, the waiting period, and the post-effective period. 19 The prefiling period begins when an issuer, like Company A, engages in preliminary discussions with an investment bank about a potential offering. The conversations generally cover the strengths and weaknesses of the company, the desired size of the offering, and the type of security to be issued.
The key law governing the prefiling period is § 5 of the Securities Act. 20 Section 5(c) prohibits any offer to buy or sell a security without a registration statement. 21 The prohibition's underlying purpose is to prevent parties from "conditioning the market," or "jumping the gun," without first providing full disclosure of information about the company and offering. 22 Registration statements are long, detailed documents accompanied by a prospectus, and they must conform with SEC regulations. 23 Notable sections include information about the offering, a description of the company, a listing of critical risk factors, and audited financial statements.
The waiting period begins once the issuer files the registration statement with the SEC and ends when the registration statement becomes effective. While SEC staff review the registration statement, the issuer works with investment banks over several months to conduct what is known as a "road show." 24 Road shows are the primary way an issuer generates interest in its offering. Often a company seeking to undergo an IPO has not made details about its business strategy, growth prospects, and financial metrics available to institutional investors, such as large pension funds, mutual funds, or hedge funds. During the road show, the company and its investment bank advisors travel across the country to promote the offering and "build a book" of interested 19 For a comprehensive account of the regulatory regime, see Louis Loss, Joel Seligman, and Troy Paredes, investors. 25 In the context of a direct listing, road shows are not necessary because there is no bookbuilding process; the purpose of the direct listing is to sell the securities directly to the public. Nonetheless, Spotify conducted what it labeled an "Investor Day" to inform the public about the offering. 26 The Investor Day is relevant to the underwriter analysis because it qualified as a statutory road show for purposes of 17 CFR § 433 and is discussed further in Part IV. 27 B. Traditional Underwriting By the conclusion of the road show, the investment banks have built a book of interested investors who intend to purchase the securities in the offering. 28 There are then two primary ways in which the sale to these investors occurs: a "firm commitment" underwriting or a "best efforts" underwriting. 29 In a firm commitment underwriting, the offering unfolds in two steps. First, the underwriter purchases the securities from the issuer at a discounted, fixed price. The underwriter then resells the securities to the interested buyers at a public offering price that the underwriter sets. In this scenario, the underwriter assumes the risk of setting the right public offering price. To account for this risk, the underwriter receives compensation in the form of a spread-the difference between the price the underwriter paid for the securities and the public offering price. The spread is often between 7 and 10 percent. 30 Best efforts underwritings are simpler but less common because of the uncertainty involved in the pricing. In a best efforts 25 underwriting, the traditional underwriter does not purchase any securities from the issuer at a fixed price. Rather, the underwriter contractually agrees to use its best efforts to sell as many securities as possible at the market price. The underwriter then receives a flat commission as compensation instead of a spread. 31 For purposes of underwriter liability pursuant to § 11, the type of underwriting has little impact. 32
C. Aftermarket Features of an IPO
After the securities are distributed to the public, there are two important elements of IPOs that are not present in direct listings: price stabilization and lockup periods. When a company first comes into the public market, many investors know little about its prospects. To help mitigate volatility in the share price in the days after an IPO, underwriters often have what is known as an overallotment or greenshoe option. This provides the underwriter with the opportunity to buy back shares in an offering for the purpose of reducing the supply of stock on the market and stabilizing the price. 33 The financial advisors in the Spotify direct listing did not have an overallotment option because there was no firm underwriting. 34 The second common IPO feature is a lockup period. 35 In most IPOs, underwriters require that employees of the company and other early investors be restricted from selling their securities for what is typically a six-month period. Lockup periods are intended as an assurance to investors who purchase in an IPO that the remainder of the company's shares will not flood the market and lower the price. Accordingly, the company's existing shareholders 31 See id at 110. Liability in the case of a best efforts underwriting is still unresolved. The Second Circuit has, on occasion, looked to the agency relationship between the issuer and underwriter to determine who is liable. See are prevented from selling in the time period immediately following the offering. Providing shareholders with the opportunity to sell without a lockup period is one of several important goals of direct listings. There was no lockup period in the Spotify direct listing. 36 
II. HOW DIRECT LISTINGS WORK
In principle, a direct listing is similar to an IPO in that both involve a company making its securities available for purchase on a national exchange. In each process, the issuer works with attorneys and investment banks to prepare and file a registration statement with the SEC. However, after filing, the processes diverge. In a direct listing, the road show can be abbreviated, and there is no bookbuilding, price stabilization, or lockup period. Thus, direct listings allow a company to gain the benefits of being a public company without the major costs associated with the process. This Part first discusses the brief history of direct listings. The Part then walks through the Spotify direct listing and explains why it is particularly noteworthy.
A. Direct Listings Generally
A company's motivations for going public drive the difference in methods used to achieve this end. One primary motivation for being a public company is to create a market for existing shareholders to sell their shares. When a company is privately held, there may not be a robust liquid market for its shares because of restrictions on the sale of privately held securities. Once a company has access to a public exchange, such as the NYSE, liquidity increases dramatically, which raises the value of the shares by increasing the number of potential buyers. Another benefit relates to the company's future financing decisions. For example, a public company can issue new shares to raise additional funds quickly. A company can also conduct mergers and acquisitions by using its stock rather than cash or debt to make purchases. Moreover, a company can repurchase its shares through a buyback program. Indeed, in November 2018, Spotify announced a $1 billion share repurchase program of up to 10 million ordinary shares. 37 A direct listing allows a company to achieve each of these ends-market creation and financing flexibility-more efficiently than it could with an IPO. In this regard, direct listings are an efficiency story. First, a direct listing provides liquidity without the dilution that comes with a new securities offering. There is no need to issue new shares to create a market; the existing shares simply become the market, so existing shareholders are not diluted. Second, the expenses incurred are not as high. Underwriting fees are lower because there is no need to pay a spread to an investment bank for incurring the risk of holding the securities on their books. 38 Nor does the company incur as significant road show expenses because the company does not build a book of investors; the buyers are the public, which could-but does not have to-include institutional investors. 39 Lastly, existing shareholders are not subject to a lockup period. Rather, the issuer's existing shareholders can simply sell their shares on a national exchange pursuant to the exchange's rules.
The other major cost saving in a direct listing is the lack of underpricing. 40 In a firm commitment IPO, underwriters purchase the securities from the issuer and resell them to the book of interested investors. In many IPOs, the share price "pops" on the first day, generating a return for the investors who purchased from the underwriter at the lower price. 41 Between 2001 and 2016, 38 For a discussion of traditional IPO expenses, see Schneider, Manko, and Kant, 27 Vill L Rev at 29-33 (cited in note 16). Note that this source should be read for ordinal rather than nominal amounts due to inflation. 39 The only road show expenses Spotify incurred were presumably related to its online Investor Day. 40 In a conversation with TechCrunch, notable IPO expert Professor Jay Ritter stated this observation in clear terms. Arman Tabatabai over 96 percent of midsized IPOs featured a spread of exactly 7 percent. 42 Spotify, while larger than the typical midsize IPO, 43 was keen to avoid this expense in their direct listing. 44 Direct listings have historically been used in spin-offs of private subsidiaries of a public company, the emergence of a public company from Chapter 11 bankruptcy, and the listing of a public foreign company on a US exchange. 45 However, no direct listings have occurred on the scale of Spotify's.
B. The Spotify Direct Listing
The Spotify direct listing was a novel and innovative event.
There was little precedent for direct listings, especially for a company of Spotify's size. 46 Before answering the question whether the investment banks that Spotify retained as financial advisors to help prepare the registration statement and conduct the listing qualify as statutory underwriters, it is important to understand each element of the direct listing. Spotify first filed a registration statement with the SEC. 47 The NYSE then amended its rules around listing requirements to permit direct listings. 48 Spotify then received a no-action letter from the SEC concerning communication in the days leading up to the offering 49 and ultimately listed its securities on the NYSE.
1. The company and role of the financial advisors.
Spotify is a Luxembourg limited liability company based in Sweden and founded in 2006. The company offers the world's largest music streaming subscription service and generated €4.09 billion in revenue in 2017. 50 As of December 2017, the platform consisted of 157 million monthly active users, including 71 million premium subscribers. 51 In early 2017, Spotify began the process of becoming a public company. 52 Spotify had several goals it wished to accomplish through the direct listing. First, the company wanted to offer greater liquidity to its existing shareholders, including the opportunity to sell over a national exchange. Second, the company wanted to provide equal access to all buyers and sellers of its stock with no lockup period. Lastly, Spotify wanted to enable price discovery through a transparent, market-driven process rather than through a firm commitment underwriting. 53 To undergo the listing, Spotify entered into engagement letters with three investment banks: 54 Goldman Sachs, Morgan Stanley, and Allen & Company (the financial advisors). 55 In particular, the financial advisors provided "advice and assistance to Form F-1 and (iii) drafting of public communications and investor presentations in connection with the Registration and Listing." 56 Spotify incurred nearly $46 million in expenses related to the direct listing. 57 This amount included fees paid to the SEC, auditors, attorneys, and, notably, the financial advisors. In particular, the financial advisors' fee was $35 million. 58 According to a J.P. Morgan Capital Markets report, an equivalent fee for a firm commitment underwriting for a company with a similar valuation to Spotify would be between $80 and $120 million. 59 Thus, Spotify was able to go public at roughly one-third of the cost of a similar IPO because of the lack of a firm commitment spread fee.
In multiple SEC filings, Spotify stated that the financial advisors were not "acting as underwriters" in connection with the direct listing. 60 As Part III.B explains, underwriters are parties who participate in a distribution of securities. Two activities that contribute to underwriter status include marketing the company's securities to investors during a road show and conducting sales of such securities. In the Spotify direct listing, Spotify emphasized that the financial advisors were not "engaged to participate in investor meetings or to otherwise facilitate or coordinate price discover [sic] activities or sales of [ ] ordinary shares." 61 This language was presumably an intentional effort to distinguish the duties of the financial advisors from those of traditional underwriters. However, the financial advisors were retained to draft the registration statement and investor materials for a one-time "Investor Day" online presentation to the public. In March 2017, Spotify held a live presentation streamed over the internet to educate investors on the company and investment opportunity, which it called its Investor Day. 62 The Investor Day lasted more 56 Id. 57 than two hours, which was nearly double the time of a traditional IPO road show meeting, and included presentations from the full executive team rather than just the chief executive officer and chief financial officer. 63 Approximately ten thousand unique viewers streamed the presentation. 64 Moreover, the SEC neither affirmed nor rejected Spotify's underwriter assertion in its no-action letter. Rather, the SEC's Division of Trading and Markets recommended that the agency would not take any action against Spotify for this arrangement. 65 Thus, the question remains: Do the financial advisors qualify as statutory underwriters?
2. Registration statement.
To achieve its goal of providing liquidity to existing shareholders while complying with securities law, Spotify registered some of its securities with the SEC under a Form F-1 resale shelf registration statement. 66 Spotify submitted its first confidential draft in December 2017, and the SEC ultimately declared its registration statement effective on March 23, 2018. 67 Upon registration, Spotify had 178,112,840 ordinary shares outstanding. 68 Of these ordinary shares, Spotify registered 55,731,480 shares-or approximately 31 percent-under the registration statement. 69 To understand which shareholders were eligible to participate in the direct listing and why Spotify registered only 31 percent of its shares, it is helpful to sort Spotify's shareholders into three groups. 63 See Jaffe, Rodgers, and Gutierrez, Spotify Case Study at *5 (cited in note 45) . 64 Id at *3 n 5. 65 Spotify, 2018 WL 1531993 at *4 ("Accordingly, based on the facts and representations that you have made in the Request Letter, but without necessarily concurring in your analysis, the Division will not recommend that the Commission take enforcement action.") (emphasis added). 66 Spotify used the Form F-1 rather than the traditional Form S-1 because it is a foreign issuer. The company also could not file the traditional resale shelf registration statement, a Form F-3, because it had not been subject to reporting requirements for at least twelve months. See The first group of shareholders consisted only of Chinese social media company Tencent, which owned approximately 9 percent of Spotify's ordinary shares. 70 Tencent was subject to an earlier lockup agreement unrelated to the direct listing and thus was not eligible to participate in the listing. 71 The second group consisted of nonemployees that had held shares for at least one year. This group held approximately 60 percent of Spotify's ordinary shares and were eligible to resell to the public at any time without registration under SEC Rule 144. 72 Thus, these shareholders, if they chose to sell their shares during the listing, did not need to do so under the registration statement's terms. 73 The third group-the remaining 31 percent-consisted of (i) employees and (ii) nonemployees that had held their shares for less than one year. 74 These shareholders had no other direct option for public resale and were thus the primary intended beneficiaries of the direct listing. By registering these remaining shares, Spotify allowed its shareholders to resell immediately in the direct listing, which likely increased the value of the stock by fostering the development of a public market.
NYSE rule changes.
In June 2017, the NYSE proposed three changes to its listing requirement rules that would enable a company to undergo a direct listing on the exchange. 75 While the proposal did not explicitly 70 Tencent held 16,152,440 ordinary shares. Id at *150. 71 Id at *8, 49. 72 17 CFR § 230.144. Rule 144 is a safe harbor that allows holders of restricted securities to resell such securities to the public without registration subject to certain timing, manner of sale, volume, and notice constraints. Under Rule 144(b)(1), nonaffiliates of an issuer who have held for at least one year are permitted to resell without complying with the Rule 144 requirements. 17 CFR § 230.144(b)(1). Rule 144(a)(1) defines "affiliate" as "a person that directly, or indirectly through one or more intermediaries, controls, or is controlled by, or is under common control with, such issuer." 17 CFR § 230.144(a)(1). mention Spotify, it was widely understood to contemplate the Spotify direct listing. 76 Prior to the changes, the NYSE could list companies that were not registered with the SEC-like Spotifyon a case-by-case basis if the company had (i) a $100 million valuation and (ii) several months of sustained trading history in private markets. 77 The proposed changes included (i) removing the private market trading requirement if the company could provide a valuation from an independent third party of at least $250 million, (ii) requiring the company to hire an independent financial advisor to work with a designated market maker (DMM) to determine the opening day price, and (iii) eliminating the need for the company to file a Securities Act registration statement in connection with the listing. In February 2018, the SEC approved a revised proposal that included only the first two proposed changes, effectively clearing the path for the Spotify direct listing. 78 The first change eliminated the private markets trading history requirement if the company can provide a valuation by an independent valuation agent of at least $250 million. 79 While Spotify had some private trading history, it was not enough to satisfy the requirement. 80 The SEC concluded that by increasing the valuation threshold and implementing additional independence requirements, the amended rules will support the "maintenance of fair and orderly markets thereby protecting investors and the public interest." 81 Spotify retained Morgan Stanley, one of its financial advisors, to act as its independent valuation agent in connection with the listing. 82 The NYSE is a self-regulatory body that has the ability to amend its rules with SEC approval pursuant to § 19(b)(1) of the Exchange Act. 15 USC § 78s(b)(1). The NYSE competes against other stock exchanges such as the Nasdaq, TSX, and London Stock Exchange for company listings. 76 See, for example, Alexander Osipovich and Maureen Farrell, "Spotify Rule" Would Help New York Stock Exchange Woo Unicorns (Wall St J, May 26, 2017), online at http://www.wsj.com/articles/spotify-rule-would-help-new-york-stock-exchange-woo -unicorns-1495791000 (visited Feb 12, 2019) (Perma archive unavailable) (referring to the NYSE rule change as "the Spotify rule"). 77 See Jaffe, Rodgers, and Gutierrez, Spotify Case Study at *6-7 (cited in note 45). 78 See generally 83 Fed Reg 5650 (cited in note 48). 79 To satisfy the independence requirements, the valuation agent must not (i) own more than 5 percent of the class of securities to be listed and (ii) have provided any investment banking or underwriting services to the company within the twelve months preceding the date of the valuation or in connection with the proposed listing. Id at 5650-52. 80 The second change instituted a requirement that a company seeking to undergo a direct listing retain both a financial advisor and a DMM to work together to determine the opening day price based on prelisting buy and sell orders. 83 DMMs are trading specialists who execute the opening trades of stocks on national exchanges. 84 The financial advisor, meanwhile, is intended to utilize its knowledge of the company and market to consult with the DMM to set the opening price. The financial advisor is meant to "have an understanding of the status of ownership of outstanding shares in the company and would have been working with the issuer to identify a market for the securities upon listing." 85 The financial advisor will then "provide input to the DMM regarding expectations of where such a new listing should be priced, based on pre-listing selling and buying interest and other factors that would not be available to the DMM through other sources." 86 In its release approving the NYSE proposal, the SEC noted a direct parallel between financial advisors in a direct listing and underwriters in an IPO: the DMM requirement to consult with a financial advisor "is based in part on Nasdaq Rule 4120(c)(9), which requires that a new listing on Nasdaq that is not an IPO 48) . 86 Id. The NYSE noted that the DMM would not be "bound by the input" of the financial advisors. Id at 5652 n 35.
have a financial advisor willing to perform the functions performed by an underwriter in connection with pricing an IPO." 87 This statement is particularly relevant because it further suggests that the financial advisor who supports the DMM performs the same functions as an underwriter in a traditional IPO. In approving the proposal, the SEC concluded that the DMM and financial advisor requirement is "reasonably designed to protect investors and the public interest and promote just and equitable principles of trade for the opening of securities listed under the new standards." 88 The NYSE contemplated a third change-eliminating the need for a Securities Act registration statement-but ultimately did not include it in its final proposal. 89 However, this amendment would have had significant implications on underwriter liability. The initial proposal would have permitted a direct listing without a Securities Act registration statement. 90 Had this change been adopted, it would have greatly expedited the listing process. It also would have raised a serious question about whether Securities Act liability falls on the relevant parties due to the lack of a registration statement. However, the NYSE ultimately removed this proposed amendment from its final proposal. Presumably, this proposal revision was the result of a compromise between the SEC and NYSE in the interest of disclosure and liability. 91 Two further points are worth addressing concerning the rule changes and how they relate to underwriter liability. First, the amended rules require that the independent valuation agent has not provided "investment banking services," including "acting as an underwriter," in connection with the listing. 92 Importantly, this requirement is based on a legal conclusion about underwriter 87 Id at 5652 n 33 (emphasis added), citing Securities and Exchange Commission Release No 34-81440, 82 Fed Reg 40183, 40185 (Aug 18, 2017). 88 83 Fed Reg at 5654 (cited in note 48). 89 Id at 5651 & n 11 (noting that the Exchange removed the proposed change that would have allowed a company to list without a Securities Act registration). 90 82 Fed Reg at 28201 (cited in note 75). 91 In particular, the SEC noted the NYSE rule changes must "be designed to promote just and equitable principles of trade . . . and, in general, to protect investors" and that a direct listing without a Securities Act registration "may raise a number of unique considerations, including with respect to the role of various distribution participants." Securities and Exchange Commission Release No 34-81640, 82 Fed Reg 44229, 44231 (Sept 21, 2017). 92 83 Fed Reg at 5652 n 25 (cited in note 48). There is an inherent contradiction here between not "acting as an underwriter" but also being willing to "perform the functions performed by an underwriter" per the Nasdaq guidelines upon which the NYSE rule is based. See note 87 and accompanying text.
status. "Underwriter" is a legal term defined under the Securities Act, 93 and fulfilling the NYSE listing requirement should not be interpreted to mean that a financial advisor has not otherwise fulfilled the requirements to qualify as a statutory underwriter for purposes of § 11 liability. As Part III discusses, courts have looked at similar independent valuation agents and found them to be underwriters. 94 Second, with respect to determining the opening price, the registration statement states that the price would be based in part on Morgan Stanley's "understanding of the ownership of [Spotify's] outstanding ordinary shares and prelisting buying and selling interest in [Spotify's] ordinary shares that it becomes aware of from potential investors and holders." 95 This point is addressed further in Part IV, but the reliance on Morgan Stanley's acute awareness of the market and understanding of potential investors provides a strong justification for holding the bank liable as an underwriter. 96 If Morgan Stanley is collecting interest from public investors and relaying such information to the DMM, who then accepts bids to set an opening price, then perhaps a court may be willing to step the two pieces together and find the process is, in substance, bookbuilding even though in form it is not.
SEC no-action letter.
Spotify also sought guidance on the direct listing from the SEC in the form of a no-action letter. 97 In particular, Spotify inquired about the application of an Exchange Act rule-Regulation Mthat limits issuer communications in the time period around a securities offering to prevent market manipulation. 98 Due to the nontraditional nature of the Spotify direct listing, it was unclear 93 15 USC § 77b(a)(11). 94 98 See Spotify, 2018 WL 1531993 at *6-12 (requesting clarification on the applicability of Regulation M of the Exchange Act). Regulation M is designed to prevent market manipulation by prohibiting issuers, selling security-holders, and other distribution participants from certain communication activities during a distribution. See 17 CFR § § 242.100-05. In a traditional IPO setting, Regulation M is assumed to apply. However, in a direct listing, there is no pricing period, so it was unclear whether a Regulation M restricted period applied, and if so, for how long.
whether the prophylactic measures of the rule applied, which would restrict Spotify's ability to communicate with investors in the period immediately before and after the listing date.
In its no-action letter, the Division of Trading and Markets stated that it would not recommend enforcement against Spotify, the financial advisors, or the shareholders if the parties refrained from communication within five days of the opening through the second day after the listing. 99 Critically, the letter does not concede that the listing constituted a distribution for Securities Act purposes, nor does it address the underwriter status of the financial advisors. Rather, the letter focuses solely on communications around the listing date and is otherwise limited in scope.
III. RELEVANT SECURITIES LAW FOR UNDERWRITER LIABILITY
The Securities Act and Exchange Act aim to protect investors through a mandatory disclosure regime. To serve this aim, Congress established the SEC to oversee the substantial increase in regulation of a wide range of market participants. 100 The SEC has two competing policy objectives: requiring disclosure for the sake of protecting investors and fostering capital formation without imposing overly burdensome costs on companies seeking to raise money from investors. 101 As disclosure demands increase, the compliance cost to companies looking for investors increases as well. This Part discusses the sections of the Securities Act relevant to the Spotify direct listing: specifically, § 11, which imposes significant liability on parties involved in a securities offering, and § 2(a)(11), which defines the term "underwriter." 102
A. Section 11 Liability
The purpose of the Securities Act is to protect investors by requiring complete and accurate disclosure from companies issuing securities. To ensure compliance with the disclosure requirements by all parties involved in an offering, the SEC provides purchasers of securities issued under a registration statement with 99 Spotify, 2018 WL 1531993 at *2. 100 See Hazen, Federal Securities Law at 4 (cited in note 7). 101 See, for example, 15 USC § 77b(b) ("Whenever . . . the Commission is engaged in rulemaking and is required to consider or determine whether an action is necessary or appropriate in the public interest, the Commission shall also consider, in addition to the protection of investors, whether the action will promote efficiency, competition, and capital formation.").
102 15 USC § § 77b(a)(11), 77k.
an express private right of action for material misstatements or omissions in the registration statement. 103 The policy goal is deterrence rather than just compensation. 104 In particular, § 11 of the Securities Act provides:
In case any part of the registration statement, when such part became effective, contained an untrue statement of a material fact or omitted to state a material fact required to be stated therein or necessary to make the statements therein not misleading, any person acquiring such security (unless it is proved that at the time of such acquisition he knew of such untruth or omission) may, either at law or in equity, in any court of competent jurisdiction, sue. 105 To bring a successful § 11 claim, a plaintiff must first point to a material misstatement or omission in a registration statement. A plaintiff need not show that she relied on the material misstatement when purchasing the security; instead, reliance is presumed under the "fraud-on-the-market" theory. 106 A plaintiff also need not have purchased the security in the actual offering to have standing. 107 Rather, a plaintiff must "trace" the security to the registration statement to have standing. 108 The tracing requirement is easily met in a traditional IPO because all shares issued are sold pursuant to the registration statement. In direct listings, however, plaintiffs may have a much harder time with the tracing analysis. Due to the way brokers hold securities for purchasers, it can be difficult to track which specific share one owns. 109 115 For an underwriter's due diligence defense to succeed, the underwriter must have conducted a "reasonable investigation" and have had a "reasonable ground" to believe in the accuracy of the registration statement. 116 Assuming the claim survives, the potential scope of § 11 liability is important for the parties to consider. It is worth noting first that these types of claims are common. Between 2009 and 2017, 19.5 percent of IPOs faced a core federal securities class action filing. 117 Statutory damages are equal to the difference between the public offering price of the securities and the price at the time of sale or the suit. 118 According to one study, the median estimated statutory damages amount for Securities Act claims between 2008 and 2017 was $83.3 million. 119 Moreover, 84 percent of settled cases had an underwriter named as a defendant. 120 For plaintiffs who filed claims under the Exchange Act as well, the median estimated statutory damages amount over the same time period was $315.5 million. 121 
B. Section 2(a)(11) Underwriter Definition
The investment banks that Spotify retained as financial advisors played a critical role in the direct listing process. 122 Because of the key role that underwriters play in the offering process, underwriters are one of the enumerated defendants under § 11. Courts interpret the underwriter definition broadly to include "all persons who might operate as conduits for securities being placed into the hands of the investing public." 123 Underwriters come in two forms: traditional underwriters and statutory underwriters. Traditional underwriters are generally considered to be investment banks that engage in a firm commitment underwriting on behalf of an issuer. 124 Pursuant to the statutory definition, statutory underwriters meanwhile include any party that is necessary to a distribution of securities.
Section 2(a)(11) defines "underwriter" as follows:
[A]ny person who has purchased from an issuer with a view to, or offers or sells for an issuer in connection with, the distribution of any security, or participates or has a direct or indirect participation in any such undertaking, or participates or has a participation in the direct or indirect underwriting of any such undertaking. 125 As the definition makes clear, the underwriter definition turns on the relationship between the relevant party and the offering. 126 Any person who performs one of the enumerated functions in the definition in connection with an offering becomes a statutory underwriter.
The plain language of § 2(a)(11) thus establishes three types of statutory underwriters: (1) any person who purchases from an issuer "with a view to" the distribution of a security; (2) any person who offers or sells for an issuer "in connection with" the distribution of a security; and (3) any person who "participates" in any such undertaking. 127 This Section addresses each type of statutory underwriter in turn. The latter two types are particularly relevant to the Spotify direct listing.
Persons who have purchased with a view to distribution.
This type of statutory underwriter is typically a traditional investment bank engaged in a firm commitment underwriting. 128 Under such arrangements, the bank works with the issuer to prepare the registration statement, conducts the road show, and then purchases the securities from the issuer for resale to the book of institutional investors. In the Spotify direct listing, the investment banks had a role in the first two parts of the process but did not actually purchase any Spotify securities in the offering. Thus, this definition of underwriter does not apply.
2. Persons offering to sell or selling for an issuer.
This type of statutory underwriter includes any person who solicits an exchange of securities on behalf of an issuer. 129 This is commonly seen in "best efforts" underwritings, in which an investment bank is compensated not by the spread but rather by a commission. 130 This relationship shares many similarities to the arrangement between Spotify and its financial advisors. To qualify as underwriters pursuant to this part of the definition, the financial advisors must have played a necessary role in the distribution of the Spotify ordinary shares.
The leading case on this type of underwriter is one in which the court looked to substance over form and attached underwriter status notwithstanding the lack of a contractual relationship between the party and the issuer. In Securities and Exchange Commission v Chinese Consolidated Benevolent Association, 131 the Second Circuit considered whether a charitable association that promoted the sale of Chinese government war bonds qualified as an underwriter when it offered to sell the Chinese securities to American investors. 132 In particular, the association marketed the securities to members of Chinese communities in New York, New Jersey, and Connecticut through meetings and newspaper advertisements. 133 The association then exchanged funds that it collected for the securities and distributed them to its members. 134 The association had no contractual relationship with 129 For a full discussion of "selling for an issuer" and relevant case law, see id at 461-63. 130 See Edward F. Greene, Determining the Responsibilities of Underwriters Distributing Securities within an Integrated Disclosure System, 56 Notre Dame L Rev 755, 762 n 35 (1981) ("Although a person distributing securities on a best efforts basis technically is not underwriting the issue, he is subsumed within the definition of 'underwriter' set forth in § 2(11)."). For a discussion of best efforts underwriting, see Part I.B.
131 120 F2d 738 (2d Cir 1941). 132 Id at 740-41. 133 Id at 739. 134 Id.
the Chinese government and received no compensation for its actions. 135 However, the court determined that the association qualified as an underwriter because the language of the statute should be read "as covering continual solicitations . . . which normally would result in a distribution of [securities] ." 136 The court continued to state that the definition includes any person who "engaged in steps necessary to the distribution of securit [ies] ." 137 Many courts continue to follow the Chinese Consolidated rule today, which makes the definition relevant to consider in the direct listing context. 138 3. Persons participating in any such undertaking.
This type of statutory underwriter turns on the proper interpretation of "participates" and "any such undertaking." 139 Courts have taken several approaches to defining these terms. Some courts look to whether the public relies on a party's expertise when purchasing the securities. Others consider whether the party's actions were necessary to the distribution, similar to the Chinese Consolidated approach. More broadly, some ask whether the party's actions were simply distribution related. This Comment addresses each interpretation in turn to consider the role of the Spotify financial advisors.
First, several courts focus on whether the public relies on the expertise of the party in evaluating the registration statement. According to this approach, if the public relies on the party's expertise, then that party may be considered to have participated in a distribution and qualify as an underwriter. In McFarland v Memorex Corp, 140 the court considered whether institutional investors that exercised registration rights in a securities offering "participated" in a distribution and thereby became statutory underwriters. 141 The court concluded that institutional investors were not underwriters because they did not have control over the registration statement and the public did not rely on their expertise when making investment decisions. 142 The court observed that "underwriters are subjected to liability because they hold themselves out as professionals who are able to evaluate the financial condition of the issuer." 143 Thus, this case demonstrates the importance of considering the role the financial advisors had in drafting the registration statement when analyzing underwriter status in the Spotify direct listing. 144 Second, other courts consider whether the person's role was "necessary to the distribution." 145 This is an expansion of the Chinese Consolidated approach. In Harden v Raffensperger, Hughes & Co, 146 the Seventh Circuit considered whether a qualified independent underwriter was subject to § 11 liability as a statutory underwriter. 147 Firstmark Corporation, a financial services company, issued debt securities through a subsidiary. According to industry rules, Firstmark was required to retain a "qualified independent underwriter" to perform due diligence on the registration statement and recommend a minimum yield for the offering. 148 The court rejected the defendant's argument that it was not an underwriter solely because it did not purchase the 141 Id at 644. 142 Id at 646. 143 . 147 Id at 1394. 148 Id at 1394-95. A minimum yield on a bond offering is similar to a minimum price on an equity offering.
issuer's securities. 149 Instead, the court held that the third party Firstmark retained had "participated" in the distribution-and was therefore a statutory underwriter-because its actions were "necessary to the distribution." 150 This case has important implications for the underwriter status of the financial advisors in the Spotify direct listing. 151 In contrast to other circuits, the Second Circuit takes a narrower approach and looks to whether the party engaged in distribution-related activities. In In re Lehman Brothers Mortgage-Backed Securities Litigation, 152 the Second Circuit concluded that credit rating agencies involved in structuring mortgage-backed securities did not "participate" in a distribution because their activities were not "distribution-related." 153 The plaintiffs averred that the rating agencies qualified as underwriters because their actions were a "necessary predicate to the securities' distribution." 154 The court, in rejecting the plaintiffs' argument, distinguished between entities "who provide services that facilitate a securities offering" and those who "participate in the statutorily specified distribution-related activities." 155 The court interpreted § 2(a)(11) to mean that the underwriter definition encompasses only activities that are "related to the actual distribution of securities." 156 The rating agencies merely facilitated the participation of others in the offering; they did not participate in the offering themselves and were therefore not statutory underwriters. Even under this narrow reading of the statute, this Comment argues that Spotify's financial advisors may qualify as statutory underwriters. 149 Id at 1400. 150 154 Id at 175. In addition to passively evaluating the credit risk of each pool of mortgage-backed securities, the rating agencies allegedly aided in the structuring and securitization process. Id at 172-73. 155 Id at 176. 156 Lehman Brothers, 650 F3d at 176. In reaching its conclusion, the court looked to In re Refco, Inc Securities Litigation, 2008 WL 3843343, *4 (SDNY 2008) ("While the definition of 'underwriter' is indeed broad and is to be interpreted broadly, it must be read in relation to the underwriting function that the definition is intended to capture.").
IV. THE UNDERWRITER STATUS OF THE FINANCIAL ADVISORS
The underwriter designation carries significant liability under § 11 of the Securities Act. As a consequence, a court finding underwriter status for the financial advisors in the Spotify direct listing would potentially increase the costs associated with a direct listing. Yet as this Part demonstrates, such liability would not be fatal to the direct listing innovation. This Part draws from precedent, legislative history, and academic scholarship to argue that these advisors were statutory underwriters who "participated" in a distribution of Spotify's ordinary shares to the public and are liable under § 11 of the Securities Act.
As Part III describes, there are three types of statutory underwriters under § 2(a)(11). The latter two-persons who offer securities for sale for an issuer and persons who participate in a distribution-require careful consideration in the context of the Spotify direct listing. The financial advisors were explicitly retained to define the objectives of the registration statement, draft the registration statement, and draft public communications and investor presentations. 157 While the financial advisors did not conduct a firm commitment underwriting nor provide price stabilization, their extensive involvement in the process is still sufficient to warrant underwriter status. The total cost of a direct listing will still necessarily be less than a traditional IPO because investment banks will not be taking a spread fee or aftermarket pricing risk. Moreover, the increased specter of liability will ensure investor protection and align with SEC policy goals.
A. Legal Precedent Supports Underwriter Status
As Part III.B describes, courts have interpreted the plain language of § 2(a)(11) differently. This Part aims to demonstrate that the financial advisors in the Spotify direct listing likely qualify as statutory underwriters under either the "offer" or "participate" parts of the underwriter definition. The Comment applies the Chinese Consolidated analysis to the former and the Harden and Lehman Brothers analyses to the latter to support finding underwriter status.
1. The financial advisors likely offered securities for sale under a Chinese Consolidated analysis.
Under § 2(a)(11), the underwriter definition includes any person who "offers . . . for an issuer in connection with[ ] the distribution of any security." 158 The relevant inquiry is thus whether the financial advisors solicited sales of the Spotify securities in the direct listing. The controlling case for this type of underwriter is Chinese Consolidated. 159 In Chinese Consolidated, the charitable association involved in the offering had no contractual relationship with the Chinese government nor received "any compensation from any source." 160 However, the court determined that the association became an underwriter when it solicited offers to buy the Chinese government bonds because the association engaged in "continual" behavior that "culminated in a distribution." 161 The association held meetings, distributed flyers through the mail, and transferred the funds and securities between the Bank of China and the purchasers. 162 The question then becomes whether the financial advisors engaged in an analogous type of continual behavior. On an initial read, the answer may appear to be no. The financial advisors did not hold meetings or accept monies or securities on behalf of a purchaser or issuer. However, the financial advisors' role in the investor education raises an interesting question. In March 2017, Spotify held a live presentation streamed over the internet to educate investors on the company and investment opportunity, which it called its Investor Day. 163 The Investor Day lasted more than two hours, which was nearly double the time of a traditional IPO road show meeting, and included presentations from the full executive team rather than just the chief executive officer and chief financial officer. 164 Approximately ten thousand unique viewers watched the presentation live. 165 The dissent in Chinese Consolidated raises the possibility that under the majority's reading of § 2(a)(11), "a single solicitation of an offer to buy would be equally within the language [of the statute]." 166 Was the Investor Day sufficient to attach underwriter status?
Based on the significant role of the financial advisors in preparing the presentation materials and the expansive nature of the presentation, the Investor Day is likely sufficient. Spotify disclosed that one of the services to be performed by the financial advisors included the "drafting of public communications and investor presentations in connection with the Registration and Listing." 167 This almost certainly included the Investor Day materials. 168 Spotify was careful, though, to state that this role was limited to drafting, not active participation. 169 However, this distinction seems tenuous and may draw close scrutiny from a court. First, Spotify stated to the SEC that the Investor Day qualified as a road show for purposes of the Securities Act. 170 Second, there is evidence suggesting that the Investor Day was not a singular event either, making it even more consistent with a road show. 171 Given the emphasis courts place on substance over form in this context, a factual inquiry may be required to determine the extent of the financial advisors' involvement in the Spotify direct listing or in any subsequent direct listings. The aim of the Securities Act is to make complete and accurate informative materials available for investors, and this objective can be satisfied if the drafters of such materials-regardless of whether they have a role in the actual presentation of the material-are held liable for any misstatements or omissions. 166 Chinese Consolidated, 120 F2d at 742 (Swan dissenting). 167 Spotify, 2018 WL 1531993 at *9. See also text accompanying note 56. 168 See Jaffe, Rodgers, and Gutierrez, Spotify Case Study at *5 (cited in note 45). 169 Spotify, 2018 WL 1531993 at *9 ("Notably, the Advisory Engagement Letters . . . expressly provide that the Financial Advisors will not further assist . . . [Spotify] in the planning of, or actively participate in, investor meetings."). 170 Id at *8 ("The Investor Day presentation will be treated by. . .
[Spotify] as a 'road show' for purposes of Section 6(e)(1) of the Securities Act."). 171 In its letter, Spotify reserved that it "may engage in potential additional investor education activities. . Under § 2(a)(11), the underwriter definition also (perhaps more expansively) includes any person who participates in a distribution of securities. The question to consider is thus whether the financial advisors participated in the distribution of Spotify securities. However, as Part III describes, courts are divided over the proper interpretation of the statute. Indeed, there is a burgeoning circuit split on the matter between the Seventh and Second Circuits. This Comment argues that the financial advisors nonetheless qualify as statutory underwriters under either regime.
The relevant provision of § 2(a)(11) defines an underwriter as any person who has purchased from an issuer with a view to, or offers or sells for an issuer in connection with, the distribution of any security, or participates or has a direct or indirect participation in any such undertaking, or participates or has a participation in the direct or indirect underwriting of any such undertaking. 172 The Seventh Circuit has interpreted the statute to read that "participates" means to engage in actions "necessary to the distribution." 173 The key issue in Harden was whether a third party who performed due diligence on a registration statement and recommended a minimum yield on a bond offering qualified as a statutory underwriter. In the court's view, these actions were "necessary to the distribution" and therefore sufficient to conclude that the independent third party qualified as an underwriter. 174 The Second Circuit, meanwhile, has adopted a narrower reading. Rather than consider whether the actions were necessary to a distribution, the Lehman Brothers court considered whether the party itself engaged in a distribution. 175 The court concluded that credit rating agencies involved in structuring mortgage-backed securities did not "participate" in a distribution because their activities were not "distribution-related." 176 The 172 15 USC § 77b(a)(11) (emphasis added). 173 Harden, 65 F3d at 1400-01, quoting Holschuh, 694 F2d at 139 n 13. For further discussion on the breadth of the "participates in an underwriting" language, see Cox, Hillman, and Langevoort, Securities Regulation at 345-46 (cited in note 33). 174 Harden, 65 F3d at 1400-01. 175 Lehman Brothers, 650 F3d at 182. 176 Id at 176.
the mortgage-backed securities, the evaluation of credit risk was not inherent to the sale because the Second Circuit saw, in formalist terms, the process of creating the security as distinct from the process of selling it. In discussing the relevant precedent, the court emphasized that its analysis was "consistent with" Kern's language about "essential" roles in a distribution. 180 Here, the financial advisors both prepared the full registration statement under which the securities were registered and drafted the investor education materials. Presumably, the registration statement could not have been prepared without investment banking support because companies rely on bankers' expertise in marketing securities to the public. 181 This behavior would fall under the "statutorily specified distribution-related activities" requirement of the Lehman Brothers court. 182 Moreover, Spotify acknowledged that the price determination would be based, in part, on Morgan Stanley's understanding of Spotify's ownership and prelisting buying interest. 183 The registration statement and pricing analysis have a much more direct role in "distribution activities" than, say, helping to amend the NYSE rules that later facilitated the distribution. Therefore, because the financial advisors were necessary to the distribution and because they were much closer to the actual sale of securities than credit rating agencies, underwriter liability should attach. Importantly, the reading of § 2(a)(11) that this Comment proposes is not so broad as to cover the nonbank entities involved in the process. Rather, the definition remains properly confined to those who participate in the statutorily defined distribution activities. This Comment is not calling for general advisor liability but instead for modestly ensuring that the safeguards in the registration process continue to exist.
B. Underwriter Status Is Consistent with Congressional Intent and Achieves the SEC Policy Goal of Investor Protection
Based on the foregoing analysis, the financial advisors are likely liable as underwriters in the Spotify direct listing. Although this may appear at first blush as if it would have a negative impact on the future viability of direct listings, this Comment posits otherwise. From a policy perspective, holding financial advisors in a direct listing liable as underwriters can benefit the investing public while still capturing the efficiency benefits of a direct listing. The twin aims of the Securities Act are to protect investors through disclosure while fostering capital formation. 184 If one accepts the premise that public companies are a net positive for the US economy, 185 and if one accepts that direct listings are an efficient way of creating public companies by lowering the cost and increasing the speed at which companies can go public, 186 then one must be careful to not lose the benefits of direct listings by imposing additional liability on the process.
It is important to keep in mind that the risk of material misstatement or omissions in a registration statement is no lower in a direct listing than it is in a traditional IPO. 187 After all, Spotify used the same form used in IPOs. 188 Why should the liability rules be any different with respect to preparing information for the same filing form? The incentives are slightly different. In a traditional IPO, the underwriter is compensated in large part based on the spread between the offer price and sale price to the public, so there exists an incentive to cause the price to be as high as possible. In the direct listing, there is no premarket pricing, but the reputation of the investment banks and issuer are still important factors to consider. Moreover, there is no reason why § 11 liability would not attach to the issuer, Spotify. 189 Additionally, the investment banks retain their BarChris due diligence defense. This Comment posits that the marginal increase in cost from imposing liability on underwriters does not offset the gains direct listings create. By potentially increasing the quality of information disclosed, such a threat could make direct listings even more attractive going forward by making the product safer for investors.
Since 1997, the number of companies listed on US exchanges has declined by more than 50 percent. 190 Professor Frank Partnoy has suggested some potential reasons for this trend, including the high costs of going public and the steady deregulation of private markets. 191 As private investments become less regulated, more money has flown to private markets. Direct listings have the ability to reduce the cost of going public directly by eliminating the direct underwriting spread fee. 192 It also provides the liquidity solution without dilution or a lockup period. But does a direct listing make it easier for companies to take advantage of unsophisticated investors? Underwriter liability can ensure this does not become the case.
The first argument for underwriter status follows from the role that the registration statement serves in an offering. It is the primary document on which investors rely when considering an investment. In the House report accompanying the Securities Act, Congress explicitly stated its intent to impose § 11 liability on those who are "responsible for" the disclosure in registration statements. 193 Indeed, Congress sought to ensure that persons "who sponsor the investment of other people's money [are] held up to the high standards of trusteeship." 194 Because the financial advisors were explicitly retained to prepare the registration statement in the Spotify direct listing, liability is justified given Congress's clear statement of intent.
As Professor Jennifer O'Hare points out, and cases such as Chinese Consolidated support, control over a registration statement can result from a party's involvement in a distribution absent any formal contractual obligation. 195 In her article, O'Hare argues that underwriter liability should not attach to institutional investors who exercise registration rights in an offering because such investors are not responsible for and do not have contractual control over the contents of a registration statement. 196 Applying O'Hare's analysis to the Spotify direct listing supports finding underwriter status for the financial advisors. They clearly played a significant contractual role in drafting the registration statement and Investor Day materials. While the financial advisors did not provide capital as they would have done in a traditional underwriting, their expertise and opinions likely shaped how Spotify marketed its business to the public, which further supports finding underwriter status.
A second, related argument in favor of underwriter liability follows from the "gatekeeper" theory pioneered by Professors Ronald Gilson and Reinier Kraakman. 197 Gilson and Kraakman refer to traditional underwriters as "reputational intermediaries" that the public trusts when evaluating investment opportunities, particularly innovative ones. 198 First-time issuers, such as Spotify, face a series of costs when going to the market, including a lack of capital to invest in a reputation, a lack of time to build a If distribution and risk sharing do not adequately account for the investment banker's function, some additional factor must be at work. Our analysis suggests that investment bankers play a third role, that of an information and reputational intermediary, which is particularly important in the context of new issues and other innovations.
(emphasis added).
reputation, and a "lingering suspicion" from prospective buyers. 199 Because investment banks are repeat players in the capital markets industry and therefore do not face the same bonding costs as first time issuers, investment banks can lower the cost of the offering by "rent[ing]" their reputation to the issuer. 200 Professor Michael Dooley connects this point to liability and registration statements:
[T]he underwriter's self-interest in avoiding liability and preserving its own reputation may go a long way toward ensuring the accuracy of the registration statement and prospectus. The managing underwriter occupies a position with respect to the issuer which is both semi-adverse and not without clout, because withdrawal of the [underwriter] may effectively eliminate the chances of a successful offering. 201 This role is only amplified in cases of innovations, such as Spotify's direct listing. In the registration statement, Spotify expressly names the financial advisors. 202 Putting these names out into the world signals to investors that large financial institutions with strong reputations have kicked the tires on Spotify's financials. While the banks did not participate in a traditional road show or build a book of potential investors, they still helped prepare the financial statements on which the public is presumed to rely for § 11 liability purposes. There is little doubt that the financial advisors' role, however defined, provided some level of comfort to investors around the offering. 203 Gilson and Kraakman 199 Id at 619-20. One of the reasons Spotify chose to do a direct listing was because it had a "well-known brand, global scale, a relatively easily understood business model, and a transparent company culture." Jaffe, Rodgers, and Gutierrez, Spotify Case Study at *2 (cited in note 45). Presumably this helped to reduce the need to do a firm commitment underwriting. Nonetheless, the financial advisors likely helped lower the remaining investor education bonding costs by drafting the registration statement and Investor Day materials. 200 Gilson and Kraakman, 70 Va L Rev at 620 (cited in note 197) ("In essence, the investment banker rents the issuer its reputation. The investment banker represents to the market . . . that it has evaluated the issuer's product and good faith and that it is prepared to stake its reputation on the value of the innovation."). technology companies that have had tremendous success in raising capital in private markets and are now looking to go public. Will others follow the path? Or will the specter of § 11 liability keep unicorns away? Maybe not. Slack has already filed a registration statement with the SEC in pursuit of a direct listing for Spring 2019. Slack is also reportedly using the same three investment banks that Spotify retained as financial advisors-parties that this Comment asserts qualify as underwriters for purposes of § 11. Are there underlying underwriters in the Slack process? To borrow language from the late Professor Louis Loss, § 11 liability is not likely to become the "bête noire" of direct listings, 206 and clarity around the specter of such liability will lower uncertainty for future unicorns, reduce verification costs for prospective investors, and ultimately provide higher returns to shareholders.
